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SUBJECT: All ow Cash Bond Paynments & Preserve Taxpayers’ Right To Refund Action

SUMVARY
This bill would all ow taxpayers to make a deposit in the nature of a “cash bond”
to stop the running of interest and still preserve the taxpayer’'s right to file a

claimfor refund at a later tine.

EFFECTI VE DATE

This bill would becone effective January 1, 2000, and would apply to paynents
made on or after that date.

SPECI FI C FI NDI NGS

Current federal and California | aw provides for the paynent of interest on
overpaynents of tax. Cash bonds and “voluntary paynents” are not overpaynents of
tax; thus, interest is not paid when these anmounts are refunded to the taxpayer

Current federal law allows a taxpayer to file a petition with the Tax Court for a
redeterm nation of a deficiency within 90 days (150 days if addressed to persons
outside the United States) after the notice of deficiency is mailed. No
assessnent of a deficiency may be made until after the expiration of the 90-day
period, or if petitionis filed, until the decision of the Tax Court is final

Current federal procedures (Rev. Proc. 84-58) allow a deposit in the nature of a
cash bond while a deficiency is pending in adm nistrative proceedi ngs or Tax
Court. The bond anobunt may be refunded without interest at any tinme, and if the
t axpayer prevails in admnistrative proceedings, the entire bond may be refunded
to the taxpayer without interest. This is an inportant strategic tool for

t axpayers because a taxpayer can make a paynent in the nature of a cash bond to
stop the accrual of interest while preserving the jurisdiction of the Tax Court
to review the underlying deficiency. A Tax Court decision can be appeal ed all
the way to the Suprene Court w thout paying the deficiency. However, collection
of amounts affirnmed by the Tax Court is not stayed during appellate review when a
bond is posted with the court.

Under federal |aw and procedures, if during the adm nistrative review or appeal s
process a taxpayer pays the deficiency rather than posting a cash bond, no
deficiency is issued and taxpayers are precluded fromchall engi ng the assessment
in Tax Court. The taxpayer must start over fromthe beginning with a refund
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claimthat is treated as a new case. The taxpayer nust then appeal any |IRS
action on the newrefund claimto an U S. district court or the U S. Court of
Clains rather than the Tax Court.

Under California law, unlike the federal system an unpaid deficiency cannot be
appealed to a court. In addition, the protest of a proposed deficiency or the
appeal of FTB s denial of a taxpayer’s protest may be converted to a claimfor
refund upon payment of the underlying deficiency, w thout the necessity of
starting a new adm nistrative process. Once the tax is paid, taxpayers have one
year fromthe date of paynent to assert all bases for their dispute.

The California Constitution (Article XIll, Section 32) requires that all tax for
a given “period’! nust be paid prior to going to court on a claimfor refund.

Current departnent practice with respect to paynents of tax made during an audit
is to treat themas paynents for the year in question and to show them as
paynments reduci ng the bal ance due when a proposed deficiency assessnent is
finally issued. |If the paynments exceed the proposed assessnment amount, the
excess is refunded with interest.

If a taxpayer wants to post a “cash bond” rather than nmake a paynment of tax,
current departnent procedures treat such paynments as “voluntary paynents” that do
not earn interest. However, this is an unusual occurrence because it is
beneficial to the taxpayer to have the paynent designated as a paynment of tax, so
that interest can be paid on the overpaynent in the event the taxpayer is
successf ul

This bill would allow a taxpayer to nake paynent of taxes by making a deposit in
the nature of a cash bond to stop the running of interest and preserve the
taxpayer’s right to file a claimfor refund. However, no interest would be paid
if the taxpayer is successful and the cash bond is returned to the taxpayer.

Pol i cy Consi derati ons

This provision would raise the follow ng policy considerations.

Under the federal system a deficiency can be challenged in the Tax Court,
and clainms for refunds are heard in a U S district court or the U S.
Court of Clainms. The cash bond procedure permts a taxpayer to preserve
the exi stence of an unpaid deficiency to permt litigation in Tax Court.
Under the California system only clains for refund can be litigated in
court. Thus, the primary reason that taxpayers use the federal cash bond
procedure does not exist for California tax disputes.

This proposal may trap unwary taxpayers. Currently, taxpayers get a
deduction on their federal return for taxes paid during the year.
Posting a cash bond woul d not be considered paynent for purposes of the
federal deduction. Further, taxpayers that choose to post cash bonds
rat her than pay the proposed assessnent under protest would earn no
interest if successful and the bond is returned.

! The California Supreme court is currently considering whether interest as well as tax must be paid in the case of Agnew v. SBE.
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Al'l owi ng taxpayers to post cash bonds could slow the protest and appeal
process. This would occur because taxpayers could get two chances for
department staff to review protests. For exanple, the taxpayer could
post a cash bond and protest the proposed deficiency assessnent.
Departnent staff would review the protest, and in the event of an adverse
finding, the taxpayer could request the tax bond be returned, pay the
assessnment and file a claimfor refund starting the process over again.
The taxpayer would then be able to present new i ssues as the basis of
their dispute.

Constitutional Considerations

It is unclear what the effect would be if the cash bond is | ess than the
full deficiency amount. Under the constitutional prohibition against
prepaynent court actions, well-established lawis that no court action may
be maintained until the full amount for the year is paid in full.
Departnent staff is available to assist the author with any necessary
amendnent s.

Techni cal Consi der ati ons

This bill would raise the follow ng technical considerations. Departnent
staff is available to assist the author with any necessary anendnents.

It is unclear whether this bill would allow the taxpayer to post a cash
bond for an amount | ess than the full deficiency anount.

This bill would require the Franchi se Tax Board (FTB) to pronul gate rul es
and regul ations to adopt provisions of federal Revenue Procedure 84-58
(1984-2 C. B. 501). Revenue Procedure 84-58 contains rules and procedures
relating to itens other than paynents in the formof cash bonds to stop

the accrual of interest. It is unclear whether this bill would require
the adoption of rules relating to the other issues in Revenue Procedure
84- 58.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This bill would not inpact PIT or B&CT revenues. It is not possible to
project in advance the response of taxpayers to the posting of cash bonds
for their tax liabilities.
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